Government financial reporting makes public the data collected and accumulated in the government accounting system discussed in the previous chapter. This chapter is primarily concerned with the financial reports, particularly year-end financial statements, produced with data in a government's ex post financial accounting system. It will also deal with the reports for monitoring budget execution, and statistical reports for national and international macro-fiscal comparisons, and compare these three reporting systems. It is intended to be useful both to general readers and to practitioners who are responsible for: (a) determining the structure and content of financial reports; (b) approving the accounting policies used to prepare financial statements; (c) explaining the financial reports to legislators and the public; (d) dealing with auditors to resolve disputes; and (e) ensuring the proper use of information in financial reports in the government's decision-making processes.
An Overview of Government Financial Reporting
This overview will present a set of basic principles of government financial reporting, discuss the trend in emphasizing financial reporting in accounting standards, the concept of general purpose financial statements, and the objectives of financial reporting.
Basic Principles
Reflecting their political culture, governments around the world vary in their fiscal transparency.
While the government financial reporting practices in the Anglo-American tradition have become the benchmark against which national practices are measured, Western democracies share the following basic principles:
1. Credibility. Government financial reports should be trustworthy by presenting objective and reliable information in accordance to standards set by a body with a high degree of independence.
2. Fair Presentation. Even though total disclosure is impossible and unnecessary, governments should accurately and adequately disclose their financial conditions and performance.
3. Value Added. Government financial reports should add value relative to the government's already disclosed budgets and other fiscal information. Constrained by their historical orientation and unavoidable time lag, the special value of year-end financial reports lies in providing a long-term and overall perspective.
4. Consistency and Uniformity. The same measurement rules should be used over time unless circumstances change, and the same reporting formats should be used whenever possible, so as to increase the understandability and comparability of financial reports. Furthermore, financial, budgetary and statistical reporting rules should be harmonized when possible, aligned when necessary, or otherwise reconciled.
Annual Financial Statements.
At year-end governments should issue three basic financial statements based on its accounts: a statement of financial position in terms of assets, liabilities, net assets; a statement of financial performance in terms of revenues and expenses, and gains and losses; and a statement of cash flows classified in terms of operating, investing and financing activities. These general purpose financial statements (GPFS) provide common knowledge to all the stakeholders of the government. i 6. Financial Disclosures. Due to the limitations imposed by accounting recognition criteria and measurement techniques (discussed in previous chapter), general purpose financial statements should be complemented by additional financial data to achieve the goals of accountability and transparency.
7. Reporting Entity. General purpose financial statements should cover the government as a whole, including the primary government (controlling entity) and the other controlled entities for which the primary government is financially accountable.
ii The fiscal relationships among these entities should be clarified, especially when the inter-relationships are not visible on the face of aggregative financial statements. Additional reports should be prepared and made available for the components of a government, such as departments and funds, to facilitate management and oversight.
8. Full Reporting Capacity. A government's financial information system should be capable of generating data for assessing budget execution, interim and year-end financial reports, as well as statistical reports and others required by laws and regulations. 
From Accounting to Reporting
The above principles are embodied in reporting standards and practices discussed throughout this chapter. As the previous chapter explained, general purpose financial statements of the reporting entity (identified in Principles 5 and 7 above) are the products of a systematic process of:
 Identification of transactions and events whose consequences would be analyzed in terms of their effects on the entity's economic resources and obligations;
 Recognition of some economic resources as assets and some obligations as liabilities, as well as subsequent changes on revenues and expenses, gains and losses;
 Measurement of the stock and flow measures mentioned above; and  Reporting of the resulting measurements of recognized items in the financial statements, and unrecognized items in financial disclosures. 
General Purpose Financial Statements
In the English-language literature, unless otherwise specified, "financial reporting standards", generally refer to the rules to be observed in preparing general purpose financial statements (GPFS). In the private sector, these financial statements are intended for investors and creditors, in contrast to "special purpose financial reports," which are internal reports to management and external reports required by tax and regulatory authorities. The concept of GPFS was borrowed by state and local governments in the 1970s and by the federal government in the 1990s in the United States to establish a separate domain for setting standards for external financial reporting, to avoid infringing upon the prerogatives of legal authorities. This governance model has been elevated to the international level with the IPSAS Board (see previous chapter for details).
The concept of GPFS is new to governments in many countries, particularly where the primary object of financial reporting is the results of budget execution. In these countries, during the fiscal year and at year-end, actual revenues and expenditures are reported, either alone or in comparison to projected revenues and appropriations, respectively. These comparisons are used during the year to improve performance or reset fiscal targets. At the end of a fiscal year, they could also be used to explain why the actual deficit was different from the annual budgeted deficit. (In contrast, since a company's budget is proprietary information, such "actual to budget" comparisons are not part of the business external financial reporting model.) Therefore financial reporting is not universally understood as only year-end reporting to the public. For example, China has pursued its own path to establishing a framework of accounting and financial reporting (Box 2). The Chinese minister of finance and his provincial and local counterparts annually present budget messages for the budget year and the final accounts for the past year to the people's congresses. Now, the government is required to publish the national budget, covering the central government and the local government sector within 15 days of approval. The number of departments submitting detailed budgets to the National People's Congress for examination increased from four in fiscal year 1999 to 98 in fiscal year 2010. In 2011, all these departments have also posted their approved budgets on-line. Many also post their budget execution reports as well. Similar moves are made at the provincial and local levels, although the record there is uneven. In response to public outcry (especially from vocal "netizens" or citizens on the Internet) about official corruption, the National Audit Office releases the results of its investigations into the misuse of public funds, creating annual "audit storms". The latest in the campaign for government fiscal openness under the 2007 "Open Government Information Regulations" is the on-line reporting of three types of government expenditures most susceptible to abuse, called "san gong" or "three official [expenditures]" for official overseas travel, official cars, and official receptions.
Box 2. The Development of Government Financial Reporting Practice in China
China still has a long way to go in producing Western-style financial reports. There are many theoretical and practical obstacles in producing the beginning balances of assets and liabilities for a whole-of-government balance sheet. In the evolving market economy, the government's property rights and financial responsibilities are unclear. 
Objective of Financial Reporting
Whereas the primary purpose of budgetary reporting is to monitor budget execution and that of statistical reporting is to make international comparable fiscal analysis, year-end financial reports are the primary source of information needed to assess the reporting government's ability to fulfill its obligations to various stakeholders. These stakeholders' rights to know and need to know are the basis of their legitimate demand for the government's financial information. Their information demand has become the basis of the objectives of government and accounting financial reporting, which according to Drebin, Chan and Ferguson (1981, p. 107) are
To provide (1) financial information useful for making economic, political and social decisions, and demonstrating accountability and stewardship, and (2) information useful for evaluating managerial and organizational performance.
This statement is elaborated by the American GASB (see Box 3) soon after it was established in 1984 to guide its standard setting activities.
Box 3. Objectives of Government Financial Reporting Per the American GASB
Financial reporting should assist in fulfilling government's duty to be publicly accountable and should enable users to assess that accountability.
a. Financial reporting should provide information to determine whether current-year revenues were sufficient to pay for current-year services.
b. Financial reporting should demonstrate whether resources were obtained and used in accordance with the entity's legally adopted budget; it should also demonstrate compliance with other finance-related legal or contractual requirements.
c. Financial reporting should provide information to assist users in assessing the service efforts, costs, and accomplishments of the government entity.
Financial reporting should assist users in evaluating the operating results of the governmental entity for the year.
a. Financial reporting should provide information about sources and uses of financial resources.
b. Financial reporting should provide information about how the governmental entity financed its activities and met its cash requirements.
c. Financial reporting should provide information necessary to determine whether the entity's financial position improved or deteriorated as a result of the year's operations.
Financial reporting should assist users in assessing the level of services that can be provided by the governmental entity and its ability to meet its obligations as they become due. The illustrated classification organizes financial data in accordance to their urgency and priority in financial management. It also identifies the sequential stages in the gradual transition to accrual accounting: the top priority is to collect data about cash, followed by data about current financial resources and current liabilities, then financial resources and all liabilities, and finally capital assets (Chan, 2003) .
Statement of Financial Performance
The statement of financial performance (see Chart 2) reports revenues by source and expenses by function, organization unit or object (e.g. wages, interest). Its "bottom-line" shows whether the government's financial position improved or worsened during the reporting period. Financial performance is defined primarily by the net results of operations: revenues minus expenses = surplus or deficit. Under the accrual basis, revenues include accounts receivables for having provided services, and taxes receivable for claiming the taxes due. Expenses include costs deferred to the future for payment and the cost of using capital assets The accrual basis is consistent with the concept of inter-generational or inter-period fiscal equity, which argues that the cost of services (i.e. expenses) should be financed by its recipients (see Box 3).
Chart 2. Illustrative Statement of Performance Public Sector Entity Statement of Financial Performance and Changes in Net Assets For the Year Ended December 31, 20x2
(in thousands of currency units) Revenues 20x2 20x1 Taxes X X Fees, fines, penalties, and licenses X X Revenues from exchange transactions X X Transfers from other government entities X X Other revenue X X Total revenue X X
Expenses by Function
(X) (X) Housing and community amenities (X) (X) Recreational, cultural, and religion 
Statement of Cash Flows
The statement of cash flows (Chart 3) complements the accrual-based statement of performance and the balance sheet to make sure that liquidity is notoverlooked. 
Supplemental Statements and Disclosures
The three basic financial statements described above have three weaknesses: (a) they look different from and are much less timely than the information in the budget execution report, which shows a familiar bottom-line of cash deficit or surplus; (b) the reported liabilities omit some very significant obligations; and (c) the information is voluminous and could be difficult to understand. They are therefore supplemented by additional information that: explain the discrepancy between cash deficit and accrual deficit; reveal long-term government obligations not recognized as liabilities; and provide narrative and graphical presentations to enhance public understanding.
Reconciliation of Cash Deficit and Accrual Deficit
When a government reports its budget execution results on a cash basis and its financial performance on an accrual basis, the public may be confused. Since government budgets in many countries, including the U.S., are not subject to financial accounting rules, it is necessary to reconcile data on budget execution and financial performance by analyzing the sources of difference between the two sets of data. The annual financial reports of the U.S. Government have included such detailed technical reconciliation that a simpler document was also published to help the public understand the original analysis (Chart 4).
Essentially, due to its financial policy of deferring payment of many operating expenses to the future, the American Government's annual accrual deficits were consistently larger than cash deficits in most years. (The largest amounts are for non-cash benefits earned by civilian and military employees.) For example, in fiscal year 2008, the accrual deficit at $1,009 billion was more than twice the cash deficit of $455 billion. As Chan and Xu (2012) 1 This reconciliation schedule is published annually in the official U.S. Government annual financial reports. This simplified version is the most recent available version. 2 Some important aspects of the reconciliation are not showcased in this example, such as in-kind transfers made by government, and increases in assets resulting from a claim on an external party. 3 The accrual deficit is called "net operating cost" in the GAO's condensed statement and the original financial statement. The actual cash deficit was mistakenly called "cash budget deficit" in the GAO's condensed statement and "unified budget deficit" in the original financial statement. The concept of "unified budget" was proposed in the Report of the President's Commission on Budget Concepts in 1967 in order to have one single budget that would best describe the entire Federal government's impact on the economy.
Source: Government Accountability Office (2008) 
Reporting Social Benefits Commitments and Fiscal Sustainability
Compared with debts to bondholders and employees, public policy commitments to provide a social safety net pose thorny recognition and measurement issues in government accounting and financial reporting. Often enshrined in laws to give public pensions, welfare payments and services, these policies provide benefits commonly on the basis of eligibility. Whether these promises represent a liability of the government is a debatable issue. In the U.S. Government these programs are accounted for in separate "trust funds" (i.e. special revenue funds), which issue their own annual reports. Their inclusion in the government-wide financial statements would require their recognition as liabilities, a step that accounting policy makers have declined to take. Furthermore, the large amounts of unfunded benefits threaten the long-term sustainability of these programs as well as public finances in general. The actuarial measurement of the benefits for eligible demographic groups -estimates of future payments and revenues projected over 75 years and discounted to the reporting period -is very different from the conventional accounting methods of measuring the consequences of past transactions and events.
These fiscal "time bombs" are too important to be relegated to supplemental financial disclosures and yet too controversial to be reported in the audited financial statements. A compromise The three basic financial statements may be too complex and loaded with numbers for easy comprehension by many readers. In some countries, the government is required to explain them, as well as the government's overall financial position, in the management discussion and analysis (MD&A) section of a financial report. The American GASB, for example, requires the MD&A to be placed ahead of financial statements to:
 Briefly describe the financial statements and provide condensed financial information;
 Analyze the government's overall financial position and performance, and that of the individual funds;
 Explain the significant variances between the budget and actual results, and capital and debt activities;
 Disclose facts that are likely to affect the government's finances (GASB, 2009, p. 183 ).
In summary, as government financial statements become more complex, readers need help to understand them. This help comes in the form of management discussion and analysis (MD&A)
as well as an explanation of how accrual deficits are reconciled with cash deficits. Furthermore, the non-recognition of welfare benefit (and other long-term) commitments as liabilities is partially compensated by a separate statement that provides early warnings about the unsustainability of these programs.
Budget-related Reporting
The neglect of the budget in the basic financial statements is remedied in three ways: (a) interim and annual reporting of budget execution, (b) making budget-to-actual comparisons according to budget measurement rules, and (c) providing explanation of the effects of different methods used in budgeting and accounting.
Ex Post Budget Reporting
Budget systems usually have reporting requirements. As Lienert and Fainboim (2010) point out, in addition to annual reporting, midyear, quarterly and even monthly reports are needed to provide timely feedback about budget execution. The reporting entity in these reports is usually a budget unit, which could be a budget account, a fund, a department or a government (see Charts 6 and 7 for generic illustrations).
Chart 6. A Simplified Revenue Ledger Budget Unit
Projected Amount
Collected Amount Uncollected Amount 1. Initial projection $1,000,000 $1,000,000 2.Actual collection, 1 st month $100,000 $900,000 3. Revision of projection -$50,000 $850,000 Notes: 1 The city council approved the collection of $1,000,000 of a tax for a fiscal year. 2 After collecting $100,000 during the first month. 3 Later the city council authorized a downward revision of revenue estimate by $50,000. 1 The city council approved $100,000 for a certain program. 2 $20,000 was paid for equipment and supplies. 3 A contract for services with estimated cost was signed. 4 After services were provided, the government received and approved a bill of actual cost of $43,000 for payment. 5 The city council approved an additional $10,000 for the program.
Chart 7. A Simplified Expenditure Ledger Budget Unit
Since traditional government budgets are mostly concerned about spending and related revenues, ex post budget reports share a similar orientation. It may be instructive to compare this kind of budget reporting with accounts-based financial reporting (see Box 4). 
Box 4. Comparing Budget Reporting and Financial Reporting

Budget to Actual Comparison
Year-end budget-to-actual comparisons usually use budget measurement rules. Such comparisons primarily serve evaluation and accountability purposes. The illustrative budget comparison in Chart 8 has several noteworthy features. First, there are only the flow measures of revenues and expenditures. Since the budget is on the cash basis, in the interest of comparability, the actual amounts are also on the cash basis. Second, both the original and final budgets are included so that it is possible to see budget adjustments in response to unanticipated circumstances during the year. The final budget is the benchmark again which actual performance is compared. Finally, there is no information about beginning and ending balances of either receivables or payables. The last point highlights the differences between the cash basis commonly used in reporting on the budget, and the accrual basis recommended for financial accounting and reporting.
Chart 8. Budget Comparison Statement of Comparison of Budget and Actual Amounts For Government XX for the Year Ended December 31, 20XX
Budget on Cash Basis (in currency units)
Budgeted Amounts Actual Amounts on Cash Basis
Difference between Final
Budget and Actual
Housing and community amenities (X) (X) (X) (X) Recreation, culture and religion 
Effects of Budgetary and Accounting Bases
When budgeting and accounting use different measurement methods, the differences and effects on the reported numbers should be identified. As the City of Chicago example in Chart 9 shows, the city's General Fund had a balanced budget using measurement methods apparently allowed by law. However, when judged by accounting rules, a deficit of $232 million (or approximately 7 percent of total expenditures) appeared. Most of the discrepancy is due to the overstatement of revenues, including counting $164 million of debt proceeds as revenue. This reconciliation therefore could also be viewed as an accounting critique of budgeting methods. When a budget includes a projection of the government's financial position at the end of the fiscal year, it is possible to compare the budget and the government's actual financial position.
Chart 9. Reconciling the Accounting and Budgetary Basis
This method is used by the Government of New Zealand, where budgets are in effect projected financial statements. Chart 10 displays a schematic presentation of both documents. In summary, the examples in this section show that financial reporting provides feedback on budget execution, and accounting concepts are used to critique budgeting practices.
Chart 10. Budget Comparison When the Budget Covers Both Stocks and Flows
Component Reporting
The preparation of accrual-based financial statements for the whole government is a relatively recent phenomenon in the last 30 years, while reports on budget execution and reports for components of governments remain the norm (see Charts 6 and 7 above). Components of a government include legally independent entities, such as government business enterprises, as well as departments and off-budget funds. The latter are entities for which accounting records are kept, but national practices differ with regard to the preparation and publication of their financial statements.
Department Financial Statements
Publishing departmental general purpose financial statements is an exception rather than the rule internationally. Departmental resource accounts (DRAs) 
Fund Financial Statements
When a government budgets and controls its financial operations through a series of fundspools of resources for specified purposes -fund financial statements are prepared for management and oversight purposes. In American state and local governments, these statements are also regarded as indispensable parts of a Comprehensive Annual Financial Reports (CAFRs), complementing the government-wide financial statements. As even a small government might have many funds, funds are classified into several fund types (e.g. capital project funds) and then fund groups (e.g. governmental funds and enterprise funds). This makes it possible to have increasingly aggregative financial statements that form a "reporting pyramid." In this structure, funds are combined, with inter-fund transactions being identified but no eliminated, in the reporting process. In comparison with government-level reporting, in fund reporting:
 There are budget comparisons (see Chart 8) for funds with legislatively adopted budgets.
 Debt proceeds, giving rise to liabilities at the government level, are regarded as a fund's financing source other than revenues, thus increasing fund balance.
 Inter-fund transfers in and out of a fund are regarded as other financing sources and uses, respective, also affecting fund balance.
In summary, financial reports for components of government can serve useful financial management and oversight purposes. However, they may be of secondary concern to the public.
Statistical Reporting
In addition to preparing financial reports, a government's accounting system supplies data for the compilation of Government Finance Statistics (GFS) and the System of National Accounts Aiding decision making and enforcement of accountability.
Analysis and assessment of macro-fiscal policies.
Rules and Enforcement
National rules and international advisory rules by government or professional bodies; covering only entities in jurisdiction; no international enforcement mechanism.
Statistical guidelines in SNA and GFS by experts from an international consortium of official bodies; covering whole economy; enforced through treaty and membership obligation to international governmental bodies. Perspective, Reporting Entity Micro perspective; basic accounting entity is an account; scope of reporting entity depends on purpose and control; can range from an account to entire public sector; common reporting entity is the primary government (controlling unit) and its controlled entities.
Macro perspective; basic accounting entity is institutional unit; scope of reporting entity depends on principal functions, behaviors, and objectives; sector is the basic reporting entity: general government, nonfinancial corporations, financial corporations, nonprofit institutions, and households. Depending on purpose of analysis, sectors may be combined or subdivided.
Major Financial Statements
Financial information is presented in a balance sheet, a statement of financial performance, a cash flow statement, and possibly a statement of change of financial position.
Statistical information is presented in a balance sheet, a statement of sources and uses of cash; statement of government operations, and statement of other economic flows.
Valuation Basis
A mix of historical cost and economic value; economic value is controversial.
All variables in principle measured by their economic value, a common preference among economic statisticians. Estimation Increasingly common practice but reluctantly accepted.
A common practice taken for granted.
Quality Criteria 1
Relevance, reliability, comparability, and understandability.
Assurances of integrity, methodological soundness, accuracy and reliability, serviceability, accessibility, and comparability. 1 While materiality or a threshold level is considered in deciding the inclusion of an information item in a financial statement, statistical reporting, in the interest of international comparability, requires all items be presented in a standardized structure regardless of its materiality.
Source: Authors' synthesis; Lalibertie (2004 ), GFSM (2001 , correspondence with Sage de Clerck.
In order to enhance the usefulness of whole-of-government financial statements for fiscal analysis, some governments, such as in Australia, supplement them with disclosures at the general government sector level (see Chart 12). For the past three decades, the form and contents of year-end financial statements (and financial reports of which they are the core) have increasingly become the subject of provisions of financial accounting standards, so much so that these standards are in effect accounting and financial reporting standards or ultimately reporting standards. An advantage of this shift is that the outputs of the long and complex accounting process are clearly identified and often specified in considerable detail. A disadvantage of this output-oriented approach is that many governments outside of the Anglo-American tradition lack the financial accounting infrastructure -double-entry bookkeeping and an accountant profession trained to operate such a system -to develop the blueprints to implement standards of a general and conceptual nature. That would depend, in part, on how the soundness of public finances is conceptualized and measured. While Chan and Xu (2012) point out the significant differences in accounting and economic perspectives and methodologies, Irwin (2012) argues that "governments should disclose risks from implicit guarantees of the financial system and they should be encouraged to do so by the publication of detailed guidelines by IMF."
Chart 12. General Government Sector and Whole Government
Consolidation.
By adopting the business model of financial reporting model (e.g. the IFRS), the IPSASs basically accept the consolidated format as the primary way of communicating a government's financial information, as illustrated by the basic financial statements in the early part of this chapter. Based on the belief that economic substance overrides legal form, consolidation creates an economic family and a financial reporting entity consisting of legally independent entities. In the course of consolidation, the effects of transactions between the components of this reporting entity -in effect deemed irrelevant to external parties -are eliminated. For example, unless one searches the notes and disclosures, it is impossible to tell from the U.S. Government's consolidated financial statements that the Social Security Fund has been lending annual cash surpluses to the General Fund in exchange of special Treasury securities. Thanks to this practice, the government's consolidated deficit is therefore smaller than the General Fund deficit. Since this and many other intra-government transactions have political, economic and financial consequences, it is recommended that they be identified and reported. Move away from paper-based reporting and adopt an electronic, Web-based reporting method. The electronic,
Accessibility and
Web-based reporting method should be an integrated, highly interactive presentation that enables users to access financial information prepared in conformity with FASAB standards as well as under other reporting requirements of OMB [Office of Management and Budget] , the Department of the Treasury, and federal law.
An electronic, Web-based reporting method to provide a central source for federal financial information should be adopted and designed to permit users to "drill-down" to the appropriate level of detailed material.
In that regard, the Web site data should be machine-readable so that users can conduct searches and download the data in different formats. Also, a multimedia approach should be used to convey information so that citizens can understand its significance and how it affects them. A centralized site would help those users who are not familiar with the organizational structure of the U.S. government and the information made available to the public. By focusing on highly interactive financial information, the site would provide the variety of information that different users seek.
Source: Report of the FASAB Task Force on Financial Reporting Model (FASAB, 2010) .
Alignment of Three Reporting Systems. Accountants tend to think of financial reporting mostly as the preparation of year-end financial statements and reports. This view is not wrong but is unduly narrow given the legitimate and complementary roles of the government budget and government finance statistics. Even though each of these reporting systems has its own theoretical foundations, perspectives and objectives, they share much in common and there is much to be gained by intensifying the coordination and cooperation of the budgeting, accounting and statistical offices at the international, regional and national levels. The IPSAS Board and several countries have largely succeeded in harmonizing government accounting standards with corporate IFRS. xi It is even more important and urgent to harmonize IPSAS with the GFS Manual. With regard to budgetary reporting, it appears that only reconciliation is possible presently since the accrual basis is not a common budgeting practice in most countries.
From Adoption of Standards to Implementation of Policies. Thanks in no small measure to the coalition in support of the IPSAS Board, accrual accounting has gained considerable acceptance as a matter of principle. As indicated in the previous chapter, it is compatible with and supportive of an economy system that operates on credit in both the private and public sectors. While many skeptics remain, more governments are being persuaded as to the merit of accrual accounting and accrual-based financial reporting. There will come a time -perhaps the time has come -that the affirmation decision to adopt accrual accounting and reporting standards would require substantial investment in financial and human capital in their actual implementation. We therefore again urge international, regional, as well as institutional and professional, cooperation to increase the efficiency and return of this investment.
